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PREFACE

1 am pleased to submit to the aviation
community FAA Aviation Forecasts, Fiscal
Years 1993-2004. These forecasts are
developed annually by Robert L. Bowles
and his staff in the Statistiecs and
Forecast Branch for use by the agency in
its planning and decision-making
processes, In addition, the forecasts
are used extensively within the aviation
and transportation communities as the
industry looks to and prepares for the
future.

This year's report consists of nine
chapters, discussing in detail three
major areas: (1) the economic environ-
ment, assumptions, and predictions that
are used to develop the forecasts; (2)
historical data and forecasts of future
traffic demand and aircraft activity for

each of the major mnonmilitary wuser
groups--commercial air carriers,
regional/commuter airlines, general
aviation, and helicopters; and (3)
workload measures for FAA towers,
centers, and flight service stations.

The report concludes with a discussion of
our forecast accuracy and year-by-year
data for our individual forecasts of
aviation activity.
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Briefly, the forecast predicts a
moderate recovery and continued
expansion of both the U.S. economy
and U.S. aviation activity following
2 years of large industry losses.
Internationally, aviation is
anticipated to grow more rapidly than
in the United States, especially
along the Pacific Rim and in Latin
America.

Based on economic projections
provided by the Office of Management
and Budget and by DRI/McGraw-Hill,
Evans Econometrics, and the WEFA
Group, we expect the U.S. economy (as
measured by real gross domestic
product) to grow at an average

annual rate of 2.6 percent between
1992 and 2004, with higher increases
projected for many major foreign
countries and regions. Combining
information on economic projections
(e.g., GDP growth and oil prices) and
industry assumptions (e.g., industry
capacity and yield management) with

analyst expertise results in an
anticipated average annual growth
rate (as measured in revenue
“Accesion For /f
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passenger miles) of 4.7 percent from 1992

to 2004, Annual domestic growth is
expected to average 3.9 percent and
annual international growth is projected
to be 6.6 percent.

In reading and using the information in

this book, it is important to recognize
the 1limits of forecasting. That 1is,
forecasting is not an exact science. Its

accuracy depends heavily on underlying

economic and political assumptions.
While there is basic agreement between
the Administration’s short-term economic

ii

projections and those of the various

econometric forecasting services,
Federal policy and programs may
change. Such shifts could result in

changes to the short-term economic
outlook, altering the demand for
aviation services.

If in using this document you see
opportunities for improvement, I
would appreciate hearing from you.
You are encouraged to send your
comments to me at the Federal Avition
Administration, 800 Independence
Avenue, SW., Washington, DC 20591.

Dale E. McDaniel
Acting Assistant Administrator for
Policy, Planning, and
International Aviation
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CHAPTER |

EXECUTIVE SUMMARY

AVIATION DURING
THE EARLY 1990s
DOWN--BUT NOT OUT

The early 1990s have not been kind to
the aviation industry. During the
first 3 years of the decade, the leth-
argy of both the U.S. and the world
economies has presented the U.S.
aviation industry with a series of
challenges.

In the United States, economic growth
averaged less than 0.5 percent annu-
ally. The period included what, at
first, was thought to be a mild and
short-1lived recession, which lingered
for three quarters instead of the
projected two and which saw a peak-to-
trough decline in real gross domestic
product (GDP) of 2.2 percent.

The U.S. economy has now grown for six
consecutive quarters, but the slow pace
of the rebound (2.0 percent annual
rate) is unprecedented in postwar U.S.
history. Historically, in the first
year following a recession, growth in
real GDP has averaged 5.4 percent.
Prior to the current recovery, the
slowest economic recovery on record was
the 3.0 percent growth recorded in the
first  year following the 1980
recession.
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Globally, economic growth has been only
marginally better than i. the United
States. World-wide real GDP increased
at an annual rate of 0.7 percent during
the last 3-year period, declining by
0.9 percent in 1991. Western Europe,
Eastern Europe, and Japan experienced
stubborn economic slowdowns. When the
effects of the Gulf War and fluctuating
fuel prices are added to this economic
environment, the U.S. (and world)
aviation industry was virtually assured
of relatively slow or negative growth.

U.S. commercial air carrier domestic
passenger enplanements increased at an
annual rate of only 1.1 percent during
the last 3 years, while recording
losses totaling over $5.0 billion.
Worldwide traffic was not much better
and actually recorded its first traffic
decline in history in 1991, Finan-
cially, worldwide losses are expected
to total more than $10.0 billion during
the 1990-1992 time period.

This combination of slow traffic growth
and record financial losses has been
detrimental to the financial viability
of a large number of U.S. commercial
air carriers. The industry witnessed
the liquidation of four airlines--
Eastern Air Lines, Pan American
Airways, Midway Airlines, and Braniff
International (for the third time).
Three carriers--America West,
Continental, and Trans World Airlines--
are now operating under Chapter 11
bankruptcy.




The cast of players in the inter-
national arena has changed considerably
during the 1990s. The liquidation of
Pan American and a retrenchment by
Trans World have allowed Delta,
followed by American and United, to
become the dominant U.S. airlines on
the North Atlantic. In much the same
fashion, the liquidation of Eastern,
followed by Pan American some 10 months
later, has allowed American to become
the dominant U.S. carrier in Latin
America. Only the Pacific markets
appear to have retained some semblance
of stability, with United and Northwest
remaining the dominant U.S, carriers in
the area.

The increasing penetration of U.S. car-
riers into foreign markets has created
a strong incentive for foreign flag
carriers to gain a foothold in the
large U.S. domestic market, In
addition, the current U.S. banking
crisis has closed one of the prime
sources of capital for many U.S. air-
lines, particularly those carriers with
weak balance sheets. The combination
of these two factors has led several
foreign flag carriers to propose
acquiring equity stakes in U.S. air
carriers, most notably British Airways
in USAir and Air Canada in Continental.
In addition, KIM has recently increased
its equity stake in Northwest. These
actions are viewed as the first steps
in the race among the world’'s air
carriers to establish themselves as
very large multinational or "multi-
mega" carriers, where the goal is to
establish the most effective and far-
reaching global air system possible.

The regional/commuter airline industry
continues to be the fastest growing
sector of the aviation community,
although the performance of individual
carriers has varied widely. Over the
past several vyears, the number of
airlines in operation has declined. In
1981 the number of regionals/ commuters
in operation totaled 250. By 1992, the
number of carriers had fallen to 140,
19 fewer carriers than existed just
3 years earlier. Part of this loss is
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due to the fact that regional/commuter
airlines have begun their own consoli-
dation/concentration phase, either
merging with and/or purchasing the
assets of financially failing carriers.

In addition, many regionals/commuters
have 1integrated with the larger
scheduled air carriers, either through
code-sharing agreements and/or through
acquisition in part or in total by
their larger partners. As evidenced by
the 1991 liquidations of Eastern, Pan
American, and Midway, the demise of the
larger partner is likely to have sub-

stantial 1impacts on the surviving
smaller carrier. In this case, it
caused the shut-down of three
regional/commuter carriers--Eastern
Express, Midway Commuter, and Pan Am
Express.

The general aviation industry continues
to be confronted by challenge, not the
least of which is the high price of
general aviation aircraft. A portion
of the price increases 1in general
aviation aircraft can be attributed to
massive awards assessed against manu-

facturers in product 1liability law-
suits, which triggered extreme in-
creases in liability insurance pre-

miums. More recently, the imposition
of a "luxury tax" has further dampened
demand for general aviation aircraft.

The active general aviation fleet has
remained fairly constant over the past
several years, but the overall fleet
composition continues to change as the
more sophisticated turbine-powered
fleet share of the total fleet in-
creases. General aviation pilots are
also becoming more sophisticated, with
increasing numbers of them being in-
strument rated. With increased con-
gestion and delay developing at major
air carrier airports as the commercial
industry expands, the demand for busi-
ness-related general aviation services
could expand greatly.

Despite the overall general decline
that touched upon all segments of the
aviation industry during the last




several years, the worst appears to be
over and there are a number of encour-
aging signs which may presage a return
to the growth patterns witnessed during
earlier growth periods. The U.S. econ-
omy astounded most experts by growing
at an annual rate of 3.9 percent during
the fourth quarter of fiscal year 1992.
Thus, business-cycle forces are showing
signs of behaving in the manner that
they traditionally do in an economic
recovery. Consumer confidence has
risen significantly recently and
consumers have started to spend again.
The Department of Commerce'’'s composite
index of 1leading indicators jumped
0.8 percent in November, following a
0.5 percent increase in October. These
increases, in combination with recent
gains in both employment and retail
sales, point to renewed Dbusiness
confidence and a healthier economy in
1993.

In the aviation industry itself, there
are also a number of positive indi-

cations of a sustained recovery. Two
of the three carriers currently
operating under Chapter 11 indicate

that they will soon restructure and
emerge from bankruptcy. The re-
ductions/delays in air carrier capital
acquisition plans, in combination with
recently announced fare increases,
should significantly improve the future
balance sheets of most U.S. carriers
and improve industry profits,

Indications of the existence of pent-up
demand for air travel were demonstrated
last summer by the record number of
passengers flown by U.S. airlines,
albeit most of it flown at uneconomic
fare 1levels. While these deep dis-
counted fares were discontinued in
early September, passenger demand has
continued to increase during the early
months of fiscal 1993. If consumer and
business confidence both continue to
improve, U.S. airlines can build on the
improved performance that began during
the latter months of fiscal 1992.
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REVIEW OF 1992

In fiscal year 1992, the large U.S. air
carriers Increased their system capac-
ity (available seat miles) by 3.7 per-
cent, while demand (revenue passenger
miles) increased by 6.2 percent. The
net result was an increase in the load

factor to 63.8 percent, wup from
62.3 percent in 1991.

Domestic  capacity increased only
0.9 percent in 1992, while domestic
traffic was up 3.8 percent. In order
to stimulate weak traffic demand,

particularly during the peak summer
travel period, U.S. airlines resorted
to deep-discounted promotional fares,
offering discounts of up to 50 percent.
Summer traffic did increase by almost
13.0 percent but yields =lsc¢c declined
by 11.0 percent. The net effect was
that the industry lost nearly $92 mil-
lion during what is normally its most
profitable quarter. Combined with
earlier results, the industry reported
operating losses  totaling almost
$2 billion in fiscal year 1992.

International traffic 1increased by
13.0 percent in 1992, primarily the
result of recovering from depressed
Gulf War traffic levels in 1991. North
Atlantic traffic, the chief beneficiary
of the post-Gulf War recovery, in-
creased 22.5 percent in 1992, Pacific
traffic also benefitted from the post-
war recovery, but growth in that area
was negated somewhat by the slowdown in
Japan's economy. Nevertheless, Pacific
traffic grew by 11.2 percent in 1992.
Latin American traffic declined by
6.5 percent in 1992, largely the result
of the liquidation of Pan American
Airways and the slow buildup of re-
placement service by United Airlines.

Airline profits and losses have, over
the past several years, been concen-
trated among relatively few carriers.
The future viability of individuai car-
riers, and possibly of the entire U.S.
commercial airline industry, depends on
the health of the U.S. economy. How-




ever, the recovery currently underway
in the U.S. economy may not be enough
to overcome the financially distressed
carriers continuing use of deep-dis-
counted fares to generate cash flow.
If price wars continue to occur, the
ranks of the losers could swell.

New commercial aircraft orders totaled
only 431 (down 30.9 percent) in fiscal
vear 1992, while new aircraft deliv-
eries totaled 820 (up 3.4 percent).
Narrowbody aircraft orders (68.4 per-
cent of the total) and deliveries
(74.9 percent) continue to outpace
those for widebody aircraft. This re-
flects U.S. air carriers’ continuing
reliance on increased schedule fre-
quency, rather than larger aircraft, to
accommodate future passenger demand.

Contrary to the relatively slow growth
experienceu by the large U.S. air car-
riers in 1992, the regional/commuter
airline industry continued its rapid
expansion. In 1992, regional/commuter
airline passenger enplanements totaled
42.8 million, while revenue passenger
miles totaled 8.2 billion, up 10.6 and
17.1 percent, respectively, over 1991.

In fiscal year 1992, there were
889 general aviation aircraft ship-
ments, 15.6 percent less thau in 1991.
The shipments consisted of 528 piston

aircraft (down 17.0 percent) and
361 turbine-powered aircraft (down
13.4 percent). DPue to the greater

average dollar value of the aircraft
being shipped, billings decreased only
0.9 percent from 1991 to just over
$1.8 billion.

The active general aviation fleet is
estimated to have totaled 198,386 on
January 1, 1992, an increase of

0.5 percent over the previous year's
estimate. These aircraft flew an
estimated 29.9 million hours in fiscal
year 1992, down 2.0 percent from the
1991 estimate.

Air carrier operations at FAA air
traffic control towers in fiscal year
1992 were virtually unchanged from the
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previous year. This lack of growth was
due, in part, to the liquidation of Pan
American Airways and Midway Airlines in
December 1991 (first quarter of fiscal
1992), which caused air carrier
activity to decline 0.8 percent 1in
1992, However, general aviation
operations decreased by 1.9 percent
during the same time period.

On the other hand, air taxi/commuter
operations were up 4.6 percent in 1992.
Military operations also increased in
1992 (12.1 percent), but this large
growth was largely the result of a
recovery from depressed Gulf War
activity levels in 1991. The net
effect of each user group’s wvarying
activity levels is that total oper-
ations at FAA air traffic control
towers remained virtually unchanged at
61.6 million in fiscal 1992. However,
both instrument operations at FAA
towered airports and the number of
aircraft at the air route traffic
control centers reported increased
activity counts in fiscal year 1992, up
1.1 and 0.8 percent, respectively.

In summary, the impact of depressed
U.S. and world economies, the forces of
deregulation, and fierce competition
(both domestically and abroad) continue
to alter the structure of the com-
mercial aviation industry. In spite of
back-to-back disastrous years for
aviation, we expect activity at FAA
facilities to resume slow to moderate
levels of growth as the U.S. economic
recovery gathers momentum.

ECONOMIC FORECASTS

While the recession in 1991 was anti-
cipated by most economists, the exact
timing and strength of the economic
recovery has eluded most economists and
economic forecasting services. This
uncertainty makes it extremely diffi-
cult to predict the demand for aviation
services with any degree of confidence.
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This year, however, there appears to be
basic agreement as to both the short-
and long-term economic outlooks. This
basic agreement applies not only among
the three economic forecasting services
used by the FAA (DRI/McGraw-Hill, Evans
Econometrics, and The WEFA Group) but
also between the Office of Management
and Budget's economic assumptions and
the consensus economic forecasts of the
three forecasting services,.

The econonmic forecasts anticipate that
fiscal year 1993 will likely exhibit
slow to moderate growth (2.4 percent),
with somewhat stronger growth in both
1994 (3.0 percent) and 1995 (2.7 per-
cent). For the balance of the forecast
period (through 2004), the consensus 1s
that the U.S. economy will experience
moderate economic growth of approxi-
mately 2.6 percent annually.

Worldwide economic growth is expected
to exceed that of the United States,
with real GDP growing by 2.7 percent in
1993, 3.7 percent in 1994, and
averaging 3.9 percent over the 12-year
forecast period. Economic growth is
forecast to be greatest in the Far
East/Pacific Basin countries (4.6 per-
cent annually), followed in turn by
Latin America (4.5 percent annually),
and Europe (3.2 percent annually).

Inflation (as measured by the consumer
price index) is projected to remain in
the low to moderate range throughout
the forecast period. This, of course,
assumes no major disruptions in the
price and availability of oil.

The projected growth of aviation demand
contained herein is consistent with
these mnational short- and long-term
economic growth forecasts. The table
on page I-5 summarizes the key economic
assumptions wused in developing the
aviation demand forecasts that are dis-
cussed in subsequent chapters and pre-
sented in tabular form in Chapter IX.

It should be stressed, however, that in
any given year there is likely to be
some perturbation around the long-term
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trend. This is due to the fact that
none of the economic models is suffi-
ciently precise to predict interim
business cycles. 1In addition, unanti-
cipated developments, such as the 1991
Iraqi invasion of Kuwait and subsequent
Gulf War, cannot be predicted at all.

AVIATION ACTIVITY
FORECASTS

Domestic air carrier revenue passenger
miles are forecast to increase at an
annual rate of 3.9 percent between 1992
and 2004. The forecast assumes rela-
tively modest growth in 1993 (2.6 per-

cent), followed by stronger growth in
both 1994 (5.5 percent) and 1995
(5.0 percent) as the U.S. economic
recovery gathers strength, Domestic

enplanements are forecast to increase
by 1.8 percent in 1993, 5.0 percent in
1894, 4.5 percent in 1995, and average
3.5 percent over the 12-year forecast.

The forecasts assume that real pas-
senger yields will increase slowly over
the forecast ©period (0.6 percent
annually) as the industry continues to
consolidate. However, real yields are
forecast to increase by 2.4 percent
(5.6 percent in current dollars) in
1993. The relatively large increase in
yields in 1993 is largely the result of
the 50 percent fare discounts that were
so prevalent during the summer of 1992.
However, competitive forces are ex-
pected to continue to exert downward
pressure on fare levels over the next
several years, the result being no
increase in real yields in either 1994
or 1995,

Air carrier aircraft operations are
forecast to increase at an annual rate
of 2.2 percent during the 12-year fore-
cast period. The higher growth pre-
dicted for revenue passenger miles and
passenger enplanements relative to
aircraft activity is the result of
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higher load factors, larger seating
capacity for air carrier aircraft, and
longer passenger trip lengths.

International air carrier revenue pas-
senger miles and passenger enplanements
are both forecast to increase at an
annual rate of 6.6 percent over the
entire forecast period. These high
growth rates are being driven by the
strong growth being projected for both
the Transpacific (7.4 percent annually
in RPMs) and Latin American (7.3 per-
cent) markets. The North Atlantic
market is projected to exhibit fairly
rapid growth during the first half of
the forecast period (6.2 percent), due
in part to the expected intense compe-
tition between North American and
European carriers. Demand is expected
to gradually tail off over the latter
half of the forecast period (4.7 per-
cent) as the North Atlantic market be-
gins to exhibit some signs of maturity.

The air carrier forecasts assume that
the industry will respond positively to
the economic recovery taking place both
within the U.S. and worldwide. In
addition, it is assumed that the indus-
try would embrace a rational pricing
policy, thus improving the industry’s
financial performance. The delivery of
large numbers of new stage-3 aircraft
expected to result in increased
industry productivity, also improving
the industry’s financial performance.
The forecast further assumes that U.S.
air carriers will convert to an all
stage-3 fleet (including retrofitted
stage-2 aircraft) by the year 2003
(with exemptions). Present aircraft
orders, options, and retrofit prospects
support this assumption.

s

In 1993, the regional/commuter airlines
are eupected to enplane 46.2 million
passengers (up 7.9 percent), 9.6 per-
cent of all passenger traffic in sched-
uled domestic air service. By the year
2004, these carriers are expected to
carry 89.9 million passengers (6.4 per-
cent growth annually) and to account
for 12.2 percent of all domestic
passenger enplanements.
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Regional/commuter airlines are also
expected to continue the trend toward
purchase of small jet aircraft and
larger, propeller-driven aircraft, thus
significantly increasing the average
seating capacity of the aircraft, from
an average 22.9 seats in 1992 to
35.7 seats in 2004.

The forecast projects increased busi-
ness use of general aviation. This is
reflected in the changing character of
the general aviation fleet. The more
expensive and sophisticated turbine-
powered part of the fixed wing fleet is
expected to grow much faster than is
the piston aircraft portion. In 1992,
there were an estimated 9,273 turbine-
powered aircraft in the fixed wing
general aviation fleet--5.0 percent of
the total fixed wing fleet. By the
year 2004, it is projected that there
will be 13,000 turbine-powered air-
craft--6.7 percent of the total fixed
wing fleet. Similarly, there were
3,822 turbine-powered aircraft in the
helicopter fleet in 1992--60.7 percent

of the total rotorcraft fleet. By the
year 2004, it is projected that there
will be 6,800 turbine-powered air-

craft--79.1 percent of the total heli-
copter fleet.

The various FAA aviation traffic and
activity forecasts are summarized
numerically in the table on page 1-7.

FAA WORKLOAD
FORECASTS

The FAA forecasting process is a con-
tinuous one that requires that the
FAA's Statistics and Forecast Branch to
interact with various FAA offices and
services, oiuer government agencies,
and aviation industry groups, including
individual discussions with most major
carriers and manufacturers. In
addition, the process uses a number of
different economic and aviation data
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bases,
metric models and equations, and
several other analytical techniques.
The FAA workload measures, which are
summarized numerically in the table on

the outputs of several econo-

page I-9, are the resultant forecasts
of this process. These forecasts are
used by the agency for manpower

staffing and facility planning.

Following back-to-back depressed years,
the demand for FAA operational services
is expected to increase moderately over
the 12-year forecast period. This
anticipated growth results not only
from the increased activity levels of
commercial aircraft, but from increased
activity 1levels of general aviation
aircraft as well. As such, total air-
craft operations at FAA towered air-
ports are forecast to increase to
76.6 million in the year 2004, an
annual growth rate of 1.9 percent over
the 61.5 million operations recorded in
1992.

The increased use of avionics by re-
gional/commuter airlines and general
aviation aircraft, combined with the
implementation of additional airport
radar service areas, is expected to
result in instrument operations at FAA
towered airports increasing at a some-
what faster rate than total aircraft
operations. Instrument operations are
forecast to increase from 45.6 million
in 1992 to 58.0 million in fiscal
year 2004, a 2.0 percent annual growth
rate.
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The workload at the air route traffic
control centers is forecast to increase
at an average annual rate of 2.0 per-
cent during the 12-year forecast
period. In 2004, FAA en route centers
are expected to handle 46.6 million IFR
alrcraft, up from 36.7 million in 1992.

For each of the three workload mea-
sures, commercial aircraft activity is
expected to increase at a significantly
faster rate than is noncommercial air-
craft activity. Forecast growth rates
for commercial and noncommercial activ-
ity over the 12-year period are as
follows: 2.4 versus 1.5 percent for FAA
towered airports; 2.5 versus 1.5 per-
cent for instrument operations at FAA
towered ajrports; and 2.4 versus
1.1 percent for IFR aircraft handled at
FAA air route traffic control centers.

In summary, aviation activity at FAA
facilities is expected to grow at a
somewhat slower rate than the general
economy (2.0 percent versus 2.6 per-
cent). Air transportation is expected
to continue to dominate all other
transportation modes in both long dis-
tance domestic intercity travel and in
international passenger markets. Re-
gional/commuter aircraft activity and
the general aviation business sector
are expected to achieve somewhat
greater growth than that forecast for
both the larger commercial air carriers
and the general aviation pleasure
sector,







CHAPTER I

ECONOMIC ENVIRONMENT

REVIEW OF 1992

UNITED STATES

In fiscal year 1992, the economy of the
United States was recovering from the
economic recession. Real gross
domestic product (GDP, the value of all
goods and services produced in the
nation) 1increased by 1.3 percent,
compared to a decrease of 1.3 percent
in 1991. The rate of inflation abated
further; the consumer price index
(CPI) increased by only 2.9 percent in
1992 compared to 3.7 percent in 1991.

Reflecting the effects of the Gulf War
and the roller-coaster effect on oil
prices, the o0il and gas deflator
decreased by 5.6 percent in fiscal year
1992 relative to an increase of
11.8 percent in the previous year.

While the economy appeared poised for
recovery at the end of fiscal year
1992, consumer confidence had not yet
been fully restored. During 1992, many
consumers reduced their personal debt
and homeowners, encouraged by the low
interest rates, refinanced their
mortgages. Many of these "cashed out"
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in order to pay off other high interest
personal or consumer debts such as
credit cards and automobile loans.

As the fiscal year ended, the major
economic concerns were the federal
budget deficit, the creation of jobs,
and the balance of trade. The budget
deficit was running at about $350 bil-
lion a year in the fourth quarter of
the fiscal year. The number of unem-
ployed totaled 9.7 million (7.5 percent
of the labor force of 129.0 million)
and the trade deficit reached
$26.5 billion.

The economy ended the fiscal year on a
distinctly positive note, with prelimi-
nary GDP growth indicated at a 3.9 per-
cent annual average rate for the final
quarter. Output rose by $47 billion in
the final quarter of the fiscal year,
fueled principally by consumer
spending, exports, and government pur-
chases. Consumer spending increased by
a healthy 3.7 percent or $29.9 billion
and business inventories rose by
$12.4 billion. Government purchases
rose $7.6 billion, wup 3.3 percent.
Military spending increased by 6.7 per-
cent. Exports rose by $12.8 billion.
These data suggested that a healthy
economic recovery had started.
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WORLD

Many of the world’s economies remained
sluggish through most of 1992. The
combined world economy, measured by
GDP, increased by only 0.5 percent in
calendar year 1992. This represented a
slow recovery from the negative growth
(0.9 percent) registered in 1991, which
marked the first decline in estimated
world GDP in the post-World War II era.

In terms of the rate of growth, the
Pacific Basin and the Middle East
regions ranked first and second, with
large increases in GDP of 6.5 and
6.0 percent, respectively. However,
growth rates in Japan (1.9 percent
growth in GDP), the United States
(2.0 percent), United Germany (1.5 per-
cent), and the United Kingdom (negative
1.0 percent) were not as robust. Esti-
mated GDP in the Centrally Planned
Economies fell by 8.1 percent.

Europe’s GDP increased approximately
1.1 percent in 1992, wup f£from the
0.4 percent growth achieved in 1991,
and inflation was generally stable in
Europe. The consumer price index for
the members of the European Community
rose only 4.6 percent in 1992, down
from the 5.6 percent rate in 1991.

The rates of inflation varied among the
key industrial countries of the world.
In Japan, for example, inflation was
only 1.8 percent in 1992. In United
Germany it was 5.0 percent, reflecting
the higher interest rates prevailing in
the former East Germany.

U.S. ECONOMIC
OUTLOOK

The economic scenario used to develop

the FAA Aviation Forecasts for the
period 1993 through 1998 was provided
by the Executive Office of the
President, Office of Management and
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Budget (OMB). For the period from 1999
through 2004, the economic scenario
used consensus growth rates of the

econonic variables, based on forecasts

prepared by DRI/McGraw-Hill (DRI),
Evans Econometrics (Evans), and the
WEFA Group.

The principal series used in the indi-
vidual aviation models to develop the
FAA aviation forecasts are discussed in
the following pages. The data are
presented in tabular form in Chapter
IX, Tables 1 through 3.

GROSS DOMESTIC PRODUCT

Gross domestic product is a significant
indicator of business activity which,
in turn, drives aviation activity. GDP
is one of the key variables used by the
FAA in developing projections of avi-
ation activity.

The economic slowdown in the United
States appears to be over. Real GDP
grew at an unexpectedly high 3.9 per-
cent annual average rate in the fourth
quarter of fiscal year 1992. Econo-
mists are now forecasting a moderate
recovery in 1993. Recently revised
short-term growth projections ranged
between 2.6 percent and 3.1 percent
growth in GDP in 1993 (see the figure

on the previous page). Tnere are
differences of opinion about the
immediate short-term outlook. In part,

the differences reflect both the avail-
ability of leading indicators when the
forecasts were being made and the
underlying assumptions about the future
course of the economy.

The FAA forecast reflects a moderate
2.4 percent growth in real GDP for 1993
and an average of 2.6 percent annual
growth in GDP through 1998. Long-term
GDP growth rates are shown graphically
on page II-4. Over the entire forecast
period, GDP is expected to grow at an
average annual rate of 2.6 percent.
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CONSUMER PRICE INDEX

v

As shown on page 11-4, 'consumer prices
in the United States are expected to
remain iIn the moderate range, in-
creasing at an average annual rate of
4.0 percent during the forecast period.
Inflation is forecast to increase by
3.1 percent in 1993 and 3.5 percent in
1994. (The CPI is used in our models
to adjust airline fares and fuel costs
relative to other goods and services.)

OIL AND GAS DEFLATOR

As summarized on page II-4, fuel prices
in the United States are predicted to
increase at an annual rate of 4.6 per-
cent over the entire forecast period,
just slightly above the rate of in-
flation (4.0 percent). The rate of
increase in oil prices will be rela-
tively low (1.2 to 4.0 percent) in the
earlier part of the forecast period.
In later years, higher price increases
of 5.7 to 6.8 percent are anticipated.

WORLD ECONOMIC
OUTLOOK

The U.S. effective exchange rate index
and other international data were
derived from the WEFA Group'’s World
Economic Qutlook. In discussing recent
developments in the European Community,
particularly inflation and exchange
rates, we relied heavily on work done
by WEFA.

The principal seriles used in the indi-
vidual aviation models to develop the
FAA aviation international forecasts
are discussed in the following pages.
The data are presented in tabular form
in Chapter IX, Tables 4 and 5.
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GROSS DOMESTIC PRODUCT

As shown in the graph on page 11-6, the
combined real GDP for Europe, Africa,
and the Middle East, adjusted for price
changes, 1s expected to grow at an
average annual rate of 3.2 percent
during the forecast period. In the
short term, real GDP for these coun-
tries will Increase by 2.6 percent in
1993 and by 3.7 percent in 1994,

Gross domestic product in United
Germany is forecast to grow at 2.8 per-
cent during the forecast period. Like
many other industrialized countries,
Germany is recovering slowly from the
economic recession. Some of the prob-
lems facing United Germany and other
European economies will be discussed in
the section on the Consumer Price
Index.

Latin American economic growth is ex-
pected to be considerable in the fore-
cast period. The combined GDP for
Latin America (including South America,
Central America, and Mexico), adjusted
for price changes, is expected to grow
at an average annual rate of 4.5 per-
cent throughout the forecast period.
In the short term, GDP in Latin America
should increase by a moderate 3.5 to
3.7 percent in 1993 and 1994,

The combined GDP for Japan, Australia,
New Zealand, and the Pacific Basin
countries, adjusted for price changes,
is expected to grow at an annual rate
of 4.6 percent throughout the forecast
period. 1In the short term, GDP should
increase by 4.0 percent in 1993, then
by a strong 4.9 percent in 1994.

The Japanese economy 1is expected to
expand at a rate of 3.8 percent during
the 1992-2004 period. The economy is
expected to expand by 2.9 percent in
1993, compared with 1.9 percent growth
expected in 1992.
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CONSUMER PRICE INDEX

Europe

In general, consumer price inflation in
most major industrialized countries is
expected to remain relatively stable,.
Among the members of the European
Community, for example, the consumer
price index is expected to increase by
4.2 percent in 1993 and by 3.8 percent
in 1994. These rates of increase are
slightly lower than the rates of 5.2
and 4.6 percent experienced in 1991 and
1992, respectively. For the medium
term (and, perhaps, for the long term)
inflation is expected to decline--with
an annual average growth of no more
than 3.7 percent.

Within® the European Community, recent
developments in United Germany are of
special interest. The monetary policy
implemented by United Germany caused
significant fluctuations in interest
and exchange rates. In its attempts to
control the increase in the money
supply, Germany continued to export
high interest rates to members of the
European Economic Community. In
response to government pressure to
support the Exchange Rate Mechanism,
the Bundesbank cut interest rates in
mid-September, but the threat of
inflation remains relatively high.

In the short term, inflation in United
Germany 1s forecast to 1increase by
4.4 percent in 1993 and 2.8 percent in
1994, These rates compare quite
favorably with the 5.0 percent rate
experienced in 1992. During the 1992-
2004 forecast period, inflation in
United Germany is projected to increase
at a moderate 2.7 percent.

Consumer price inflation in the United
Kingdom is expected to remain moderate,
increasing by an average annual rate of
3.7 percent over the forecast period.
Inflation is forecast to increase by
3.3 percent in 1993 and by 4.6 percent
in 1994.
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In France, the rate of inflation eased
during 1992. The year-to-year rate of
consumer price rise 1in August was
2.7 percent. High unemployment and the
relative weakness of the unions have
led to a moderation of the wage rates,
which, in turn, contributed to a
decrease in inflation. The need to
maintain parity between the franc and
the German mark also helped to keep
inflation in check.

During the forecast period, inflation
in France is expected to rise by an
annual average of 2.7 percent. In the
short term, inflation Is expected to
increase by only 2.4 percent in 1993
and by 2.7 percent in 1994,

Japan

Reflecting the slack in the Japanese
economy, inflation remains stable. For
both July and August, the CPI increased
less than 2.0 percent from the level
12 months earlier.

Consumer price inflation in Japan is
expected to remain low, increasing by
an average annual rate of 2.6 percent
during the forecast period. Inflation
is forecast to increase by 1.2 percent
in 1993 and by 1.9 percent in 1994,

Latin America

Recession in the developed countries
had only minor spillover effects in the
developing countries. In Latin America

and Asia, intra-regional trade growth
and capital flows are diminishing the
reliance on the United States and
Japan,

An important trend in the future may

involve shifts in labor costs among
different regions of the world. One
forecaster projected a change in

foreign trade based on increases in
Asian wage rates compared to those in
Latin America--especially Brazil and
Mexico. In the year 2000, Japan's




labor cost index for manufacturing
production workers is expected to be
slightly higher than that of the United
States. The index for Korea Iis
expected to jump from 28 percent of
U.S. costs to 87 percent. Over this
same period, Brazil’s labor cost is
expected to increase from 19 percent of
the U.S. rate in 1990 to 53 percent in
2000. Mexico’'s cost index over the
same period is expected to increase
from 12 to 34 percent of U.S. rates.
As foreign labor rates approach those

of U.S. workers, the U.S. economy
should benefit.
DOLLAR EXCHANGE RATES

The charts on page II-9 show that the
U.S. dollar effective exchange rate is
expected to decline slightly throughout
the forecast period at an average
annual rate of about 1.2 percent per
year. Following a decline of 2.0 per-
cent in 1992, the U.S. effective ex-
change rate is expected to rebound with
an increase of 5.1 percent in 1993 and
then resume a long-term decline in 1994
and beyond. The projected decline in
the U.S. effective exchange rate will
make imports of foreign goods more
expensive to U.S. buyers, possibly re-
ducing imports.

The German mark is expected to gain in
value relative to the U.S. dollar,
averaging 2.3 percent growth annually
over the 12-year forecast period.

The Japanese yen is also expected to
gain in value relative to the U.S.
dollar, averaging 1.6 percent over the
forecast period.

As these currencies gain in wvalue
relative to the U.S. dollar, foreign
travel to the United States becomes
relatively less expensive. Conversely,
travel by U.S. nationals to foreign
countries becomes more expensive and,
other things being equal, Americans
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would tend to travel less to foreign
destinations.

AFFIRMATION OF
CHANGE

The election of a new President and
changes in Congress assures the country
of immediate political change. The
impact of this change on the economy,
in general, and the aviation industry,
in particular, depends on how the
Administration and the legislative
bodies address key short- and long-term
economic and social issues.

SHORT-TERM
EXPECTATIONS

We should examine the economic
prospects for both the short-term--the

next 12 to 18 months--and the long
term--18 months and beyond. The
economy has begun to turn around, as

evidenced by the strong 3.9 percent
growth in GDP in the fourth quarter of
fiscal year 1992.

Both the Conference Board and the
University of Michigan surveys reported
increased consumer confidence in the
last quarter of calendar year 1992.
Orders for durable goods rose 3.9 per-
cent in October, the largest increase
since July 1991, and sales of existing
single family residences rose 9.1 per-
cent, New applications for unemploy-
ment benefits fell by 12,000 to 374,000
during the week of November 14, the
sixth decline in eight weeks. Auto-
mobile sales, single family housing
starts, and employment and unemployment
trends have all shown signs of economic
growth.

Preliminary  indications are  that
consumers have returned to the market
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place in large numbers, prompting
retail merchants to anticipate
significant increases in retail sales
during the holidays. Subsequent
reports indicate that these expec-
tations were justified as retall sales

increased substantially.

Some economists doubted that the strong
fourth quarter fiscal year growth
signalled a robust recovery. They felt
that the results could be a one-time
occurrence based on such factors as new
investments that resulted 1in large
inventories, year-end spending by some
government agencies, purchases due to
hurricanes Andrew and 1Iniki, and
additional exports resulting from the
low value of the dollar. Similarly,
questions are being raised about the
permanency of the consumers’ return to
the market place.

LONG-TERM CHANGES

On the campaign trail, the Democratic
nominee outlined a  comprehensive
program for economic growth,. The
proposals focused on policy issues such
as:

1. Reinstatement of the investment
tax credit

2. Cuts in the long term capital
gains tax rate

3. Investments iIin the 1infra-
structure

4. Emphasis on jobs programs,
education, and training

5. Emphasis on health care

£. Reduction 1in dependence on

foreign sources of energy

The plan called for a $220 billion
increase in spending: $80 billion for
public works, §60 billion for job
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training and education, and $80 billion
for other programs. It also called for
a 50-percent decrease in the budget
deficit by 1996.

The proposals included spending cuts of
$140 billion, primarily from defense
and the bureaucracy, and tax increases
of $150 billion--$90 billion of which
would come from an increase in income

taxes. An additional $60 billion would
come from U.S. corporations who do
business abroad and foreign corpor-

ations who do business in the United
States. The proposals also included an
increase in the alternative minimum
tax.

Based on the programs outlined above,
it appears that expenditures could, at

least in the short term, exceed
revenues. Depending on economic con-
ditions and budget deficit trends,

other tax measures may follow. How
these issues are balanced will be
determined by the need for short-term
economic stimulation relative to long-
term deficit control.

the Administration’s
programs could have a significant
impact on the economy. The Reagan tax
cut package shaped the economy for much
of the 1980s. But the Reagan programs
did not have much effect until 1983--

In the long run,

two years afrer he ¢col cffice. This
was similar to the Kennedy programs of
the 1960s.

Under the scenario discussed, inflation
would be expected to increase slightly,
based on the stimulus o¢f increased
spending generated by the additional
dollars pumped into the economy.

Another possible effect of the proposed
programs is an increase in the interest
rate, This increase could come from a
rise in the core inflation rate, the
immediate effects of a possible eco-
nomic stimulus package, and an antici-
patory factor from fears that the
deficit would rise even further in
later years.




EFFECTS ON AVIATION

What will the possible changes mean to
aviation? 1In the short term, aviation
is expected to follow the path of the
general economy. The aviation industry
would benefit from increased spending
to rebuild the infrastructure to make

America more competitive. In the
aviation industry, there are many
candidates for Infrastructure expendi-
tures: airports, terminals, runways,

tarmac, roads, bridges, equipment, and
manufacturing plants. There should
also be opportunities for education and
training, if the industry continues on
a healthy growth path, and for the
development of a "high-tech short-haul
aircraft.”

A permanent 10 percent investment tax
credit, if applied to all purchases
over 80 percent of a company'’'s 1992
fnvestment purchases, could more than
double the increase of business equip-

ment purchases. In the national
economy, purchases of machinery,
computers, and other equipment

increased at an average annual rate of
11 percent in 1992,

The 10 percent investment tax credit
could add 500,000 to 900,000 jobs in
2 years and increase GDP by a full
percentage point, depending on how much
of the new equipment is imported. Some
of the jobs might be created in the
manufacturing sector of the aviation
industry; some might be generated
through acquisition and upgrading of
equipment for providing services to the
aviation community. Any stimulus that
might result from the proposed programs
may result in increased travel for
business purposes and/or tourism.

Airline passenger fares and tourism are
sensitive to exchange rate changes.
The globalization of the industry also
affects the financial and capital
investment structures of the airlines.
USAir and British Airways discussed one
such financlal restructuring arrange-
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ment. It was met with strong oppo-
sition and it is in the process of
being revised.

Independent of the FAA, the U.S. Travel
and Tourism Administration predicts an
excellent year for growth in travel to
and from the United States. Overseas
visitors to the U.S. are expected to
register an increase of 8.0 percent or

better from most of the popular
origination sites such as Japan, the
United Kingdom, and Germany. U.s.

citizens travelling abroad are expected
to set a new record (16.7 million) in
1993, up one million from the previous
year. With the ending of the Gulf War,
the subsiding of the fear of terrorism,

and the restoring of consumer con-
fidence--at 1least 1in the American
economy--U.S. citizens and other

nationals are travelling more.

One proposal would raise taxes paid by
foreign corporations doing business in
the United States. This could raise
approximately $45 billion over a four-
year period, but it could be a possible
disincentive to foreign carriers
seeking to invest in the United States.
The revenue could be raised by
tightening the tax code to discourage
the low transfer pricing methods used
by the majority of multinational com-
panies, However, this stance on the
issue may impair U.S. airlines’ ability
to tap foreign sources of capital for

much needed funds. Similarly, some
economists are concerned that major
shifts in free trade policies and

decisions could damage the cooperative
economic efforts being undertaken by
some nations. This might not be a very
attractive outlook for the world air-
line industry after two consecutive
years of recording significant losses.

Proposed measures that include tax
credits for research and development
and increased spending on education and
the Iinfrastructure could have an esti-
mated cost of $60 billion. Specific
ideas being pursued include increasing
infrastructure spending by wup to




$20 billion a year. One proposal
suggested that companies, including
airlines and airframe manufacturers,
spend at least 1.5 percent of their
wage bill on training or pay an
equivalent amount into a government-
sponsored training scheme. Although
many companies exceed this percentage

currently, 1t will place an extra
burden on financially strapped
airlines.

The prevalling view is that, despite

the proposed increase in income taxes
and the suggested cuts in government
spending, the net effect of the
proposed economic changes will be
mildly expansionary, putting §$15-
20 billion into the economy. These
expenditures are expected to raise
gross domestic product initially by
between 0.25 percent and 0.5 percent.

Economic growth during the last 4 years
has been so low that even this small
increase might be enough to give some
global economic impetus. However, the
United States (like Japan) will put
economic growth close to the top of its
agenda. The focus on capital spending,
such as for infrastructure replenish-
ment, could have important long-term
benefits for the aviation industry if
it accelerates work on modernizing air
traffic control systems, building more
runways and terminals, and improving
public transportation links. Apart
from contributing to growth, this would
ensure improved capacity when full
recovery and expansion in passenger
traffic resume.
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SUMMARY

Under the FAA’s baseline economic
outlook, the economy is expected to
rebound and to sustain a moderate rate

of growth averaging 2.6 percent
throughout the forecast period. In the
short term--at least for 1993--the

economy and the aviation industry will

continue on their current courses,
uninfluenced by the change in
Administration.

Under one possible proposea economic
scenario, with explicit focus on the
injection of $40 billion divided among
three programs (815 billion public
works, $15 billion health care transfer
payments, and $10 billion jobs pro-
gram), the deficit would increase to
$321 billion by the end of 1993.

There would also be some increase in
inflation and in interest rates. Many
of the 1ideas discussed during the
campaign and reiterated at the Little
Rock, Arkansas, summit represent long-
term programs and expected results.
Their implementation also require the
cooperation of the U.S. Congress.

At this time, it 1is Qdifficult to
estimate the net effects of the
proposed programs of the new

Administration on aviation beyond 1993.
However, all programs that will be
expansionary and that will improve the
infrastructure and increase produc-
tivity should be beneficial to the
aviation industry. Short-term policy
changes are not expected to impact the
baseline forecasts significantly.







CHAPTER il

COMMERCIAL AIR CARRIERS

In fiscal year 1992 there were 67 U.S.
commercial airlines (both scheduled and
nonscheduled) reporting traffic and
financial data to the Research and
Special Programs Administration (RSPA),
Department of Transportation (DOT), on
Form 41. There were 48 passenger
airlines (operating aircraft with over
60 seats) and 19 all-cargo carriers.
While there are more carriers this year
than last, it should be noted that
additions are primarily in the
nonscheduled and all-cargo segments of
the industry.

Thirty-four of the airlines provided
scheduled passenger service and
constitute the data base (both domestic
and international) for the air carrier
forecasts discussed in this chapter.
Thirty-one of the carriers provided
scheduled domestic service (within the
50 states, the District of Columbia,
Puerto Rico, and the U.S. Virgin
Islands), while 16 of the carriers
provided scheduled international
service. Of the 16 carriers providing
scheduled international service, nine
served Atlantic routes, eleven served
Latin American routes, and seven served
Pacific routes.

Air carrier traffic forecasts and as-
sumptions discussed herein are
presented in Chapter IX (Tables 6
through 17). FAA air carrier workload
forecasts are discussed in Chapter VII
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and presented in Chapter IX (Tables 27
through 33).

A list of domestic and international
commercial passenger and cargo air car-
riers active In fiscal year 1992 is in
Appendix A. A listing of inactive
commercial passenger and cargo air
carriers is found in Appendix B.

REVIEW OF 1992

FINANCIAL RESULTS

Fiscal year 1992 saw a continuation of
poor financial performance for the U.S.
commercial airline industry. The U.S.
cconomy was sluggish throughout 1992,
and the recession took hold in foreign
economies to a greater extent than
expected. Excess capacity (relative to
demand) continued to be a major factor
in the aviation industry in 1992,
resulting in fare wars that included
the peak travel period of the year.
The continued sluggishness of the U.S.
economy exacerbated the capacity
problems of the industry. Also, some
carriers had large expenses associated
with absorbing new routes.
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Again, as in 1991, the losses were not
confined to the financially weaker car-
riers. Most major airlines suffered
substantial losses in 1992, leading to
an industry operating 1loss of over
$1.9 billion. This follows on the
heels of 1991, when the industry lost
$3.3 billion, the largest single-year
loss in industry history. Three major
carriers, Continental Airlines, America
West Airlines, and Trans World Airlines
entered or remained in Chapter 11
bankruptcy during 1992,

While experiencing a smaller loss for
the year, compared to fiscal year 1991,
the industry showed weakness by having
all four quarters in the negative, for
both operating and net losses.

INDUSTRY PROFIT/LOSS 8Y QUARTER
FISCAL YEAR 1991/1092
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One major effect of the fare wars was
lower yields, especially domestically.
Usually, financial gains made in the
peak summer travel season offset losses
in other seasons. In 1992, however,
the deep discount fares offered in the
summer did r~t cover the high expenses
of the industry, so that losses were
experienced even in the traditionally
profitable third quarter.
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DOMESTIC YIELD BY QUARTER
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Most believe that the increase in
domestic RPMs (up 3.8 percent) in 1992
was due almost entirely to the deep
discount fares. Passenger yields (as
measured by revenue received per
passenger mile) decreased by
2.6 percent 1in current dollars and
5.6 percent in constant dollars.

The international air travel sector,
after recording a decrease in traffic
in 1991 (when it declined 1.4 percent)
increased 13.7 percent. International
yields decreased marginally
(1.1 percent) in real terms, and
increased 2.0 ©percent in current
dollars.

U.S. airlines posted a net loss of
almost $2.3 billion in fiscal year
1992, a considerable improvement from
the $4.7 billion net loss in 1991.

Only three major airlines showed an
operating pre~it in fiscal year 1992,
and only one, Southwest, earned a net
profit.




As shown in the following two graphs,
Delta and United Airlines, two carriers
who generally enjoy solid financial
results, experienced the worst losses.
Between them, they had an operating
loss of $1.34 billion and a net loss of
$1.02 billion. This represents
69 percent of major carrier operating
loss and 45 percent of major carrier
net loss in fiscal year 1992.

MAJORS OPERATING PROFIT/LOSS
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As was the case 1last year, 1if the
industry is to return to profitability
within the near future, it is
imperative that the industry establish
rational pricing policies whose goal is
to ensure both short- and long-term
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industry profitability. However, the
current forecast does not offer hope of
significant financial improvement in
fiscal year 1993. Should poor growth
conditions persist, and the expected
economic turnaround be weak, additional
carriers could be forced into
bankruptcy or liquidation.

SCHEDULED PASSENGER
TRAFFIC AND CAPACITY

Scheduled system (domestic and inter-
national) passenger traffic on U.S.
commercial airlines increased in 1992,
reversing 1991’s decline. The increase
in passenger demand in 1992 was largely
the result of two factors: the effects
of domestic fare wars and inter-
national travel rebounding from the
depressed levels of 1991, so negatively
affected by the Gulf War.

In 1992, the system demand for air

travel (as measured in revenue
passenger miles [RPMs]) increased
6.2 percent. This increase follows

1991's decline in RPMs (the first in
10 years).

Available seat miles (ASMs) increased
only 3.7 percent, resulting in a system
load factor of 63.8 percent, the
highest level in recent history. The
modest capacity growth was due in large
part to the continued effects of the
liquidation of carriers 1like Eastern
and Pan American. Few of these
carriers’ aircraft (largely stage-2)
were put into service by surviving
airlines. Also, carriers in bankruptcy
operated lower capacity levels than
they did before bankruptcy.




Domestic Passenger
Traffic and Capacity

Domestic RPMs increased by 3.8 percent
in fiscal year 1992 to 346.3 million.
This growth, while encouraging, con-
tinues the sluggish development of
traffic demand within the United States
that began in 1988. Domestic passenger
enplanements (428.8 million) increased
by 3.7 percent in fiscal year 1992.

Real yields declined by 5.9 percent in
1992. This was unexpected at the start
of the year, as many felt that yields
had to be improved, not reduced. The
decline in 1992 was the largest
decrease in real yield since 1986, when
real yield dropped some 10 percent.
While the decreases in yield during the
1980s seemed driven primarily by cost
improvements of the industry, the 1992
drop seemed driven primarily by fare
wars prompted by financial weakness of
carriers, as well as a lack of industry
consensus over fare structure.

The yield decline was most severe,
comparing percentage decline from the
previous year, during the summer of

1992, In the fourth quarter of the
fiscal year, yield was down some
11.5 percent from 1991 (without

adjustment for inflation). While it is
unusual to have deep discount fares
promoted during peak seasons, the
situation in 1992 was unusual, with the
recession dragging out and unemployment
threatening both the professional
employee and the production worker.
Before the deep discount fares were
announced, reports in the press noted
that advance bookings for the summer
season were extremely poor and leisure
travel seemed to be depressed even more
than anticipated.

By all traffic measures, the results of
the deep discounting were successful.
The July and August domestic RPMs (up
13.0 percent) and load  factors
(74.6 percent) were extremely high.
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Domestic capacity increased by only

0.9 percent in fiscal year 1992. This
modest growth improved the load factor
to the best level since 1979. However,
an underlying weakness can still be
seen in the industry, since the yearly
load factor was the result of extremely
high load factors in the summer months,
coupled with moderate load factors over
the balance of the year.

DOMESTIC LOAD FACTOR
FISCAL YEAR 1992
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Industry concentration, in terms of the
percentage of RPMs carried by the three
largest carriers, increased in 1992,
American, United, and Delta increased
their share of RPMs to 54.7 percent in

1992, up from 52.3 percent in fiscal
year 1991. The share for these three
carriers is expected to increase
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further, and as of September 1992 their
share stood at 56.2 percent.

International Passenger
Traffic and Canacity

International traffic and capacity
rebounded significantly in fiscal year
1992, with RPMs increasing 13.0 percent
and ASMs increasing 12.8 percent. Load
factor increased one tenth of a percent
to 67.1 percent. These increases came
on top of 1991’'s low levels, which were
depressed primarily due to the effects
of the Gulf War.

INTERNATIONAL RPMs AND ENPLANEMENTS
FISCAL YEAR 1992
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The international load factor of
67.1 percent is the second highest load
factor ever achieved in the inter-
national sector, lower by 2 points than
that achieved in 1990.

In fiscal year 1992, increases 1in
traffic were greatest from February
through April, reflecting the rebound
from the months most depressed by the
Gulf War in fiscal year 1991. The
fourth quarter was negatively affected
by the domestic fare wars, with many
travelers switching from international
to domestic destinations, to take
advantage of deep discount fares not
usually available in the peak season

I11-7

INTERNATIONAL ASMs
FISCAL YEAR 1982
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and not generally available in

international markets.

INTERNATIONAL ROUTE DEPARTURES
FISCAL YEAR 1992
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From 1991 to 1992, traffic and capacity
increased at about the same rate, so
that load factor remained at about the
same level, slightly over 67 percent.

Atlantic Routes

Transatlantic traffic demand rebounded
sharply in 1992, with RPMs, ASMs, and
enplanements up between 21  and
24 percent over the depressed levels of
1991. In reviewing monthly changes,
the months of February and March 1992
showed extraordinary increases, with




February 1992 up about 120 percent over
1991. But the same months in 1991 were
those most adversely affected by the
Gulf War.

ATLANTIC ROUTE RPMs AND ENPLANEMENTS
FISCAL YEAR 1992

180 1
160 1
Jag 4
120 1]
100 1

i i

WIM< BCO=<MAUT MOXTPIO #

-20

The real yield in the Atlantic market
decreased 2.5 percent, with nominal
yield up 0.4 percent from 1991. The
same conditions that occurred in the
domestic market, namely carrier
financial weakness and heavy price
discounting, also affected the
international markets, driving fares
lower. However, percentage reductions
were not as steep in international
markets as in domestic, and the deepest
discounts of the peak third quarter
applied only to domestic markets.

The traffic increase in 1992 was aided
somewhat by a weaker U.S. dollar,
coupled with stronger European
currencies, especially the German mark.
This factor 1is further discussed in
Chapter 1II. Whereas these currency
changes had a negative effect on U.S.
travelers, they stimulated travel to
the United States by Europeans.

The number of passengers enplaned on
the Atlantic routes in fiscal year 1992
totaled 14.8 million, an increase from
1991's 12.2 million, but lower than the
peak of 16.1 million in 1990, It is
important to bear in mind that on the
Atlantic route especially, there has
been greater growth in the RPMs than
enplanements in recent years, due to

II1-8

ATLANTIC ROUTE ASMs
FISCAL YEAR 1992
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the fact that new routes were added
that involved interior U.S, points,
overflying the traditional East Coast
gateways to Europe. From 1981 to 1988
the average trip length remained
stable, fluctuating from 3,005 miles in
1981 to 3,163 miles in 1988. Since
then, trip length has increased rapidly
as new U.S. routes began service and as
short-haul intra-Germany trips were
dropped as a result of Pan American’s
sale of routes to Lufthansa.

Some of the problem with understanding
the level of enplanements is due to the
fact that Pan American’s previous
intra-German service was counted in the
Atlantic market entity as defined by
the Research and Special Projects
Administration. In November 1990, Pan
American completed the sale and trans-
fer of its intra-Germany routes to
Lufthansa. While the short-haul intra-
Germany  service (an  average of
259 miles in fiscal year 1990) ac-
counted for only a small percentage of
total Atlantic route passenger miles
(1.1 percent in fiscal year 1990), it
accounted for a substantial percentage
of total Atlantic route passenger en-
planements (13.7 percent in fiscal year
1990).

The trend toward smaller aircraft size
continued in 1992, with the average
flight having 12 fewer seats on it,
dropping from 257.7 in 1991 to 245.2 in
1992. Departures decreased in the
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first 4 months of fiscal year 1992,
when compared to 1991, Increases were
the pattern after January, however, as
the market rebounded from 1991 levels,
which were depressed by the effects of
the Gulf War. Load factor in 1992 was
68.9 percent, down somewhat from
69.5 percent in 1991,

ATLANTIC ROUTE DEPARTURES
FISCAL YEAR 19882
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Latin American Routes

Traffic demand to Latin America (des-
tinations 1in South America, Central
America, Mexico, and the Caribbean)
declined in 1992, RPMs were down
6.5 percent, capacity was unchanged,
and load factor decreased 4 points to
58.3 percent.

LATIN AMERICA--RPMs AND ENPLANEMENTS
FISCAL YEAR 1962
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While 1991 appeared to be relatively
unaffected by either the U.S. economic
recession or the Middle East conflict,
the decline in 1992 appears to be a
result of changed service patterns in
the market area. In particular, many
Pan American routes were taken over by
United, and this appears to have
resulted in a temporary drop in
capacity and traffic.

Likewise, in 1991 the market area
seemed to have ©been a favored
destination during the Gulf War, with
many discretionary travelers perhaps
substituting a wvacation in the
Caribbean or Mexico for a European
vacation. This "favor" was lost in
1992 as other markets returned to
normal.

LATIN AMERICAN ROUTE ASMs
FISCAL YEAR 1982
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Monthly changes in capacity and traffic
illustrate the slow startup of United
in the markets they took over from
Pan American. Pan American was
operating in the market area until
November 1991. 1In the following two
months, departures, traffic, and
capacity were down  considerably.
United did not begin reporting service
until February 1992, and capacity was
below previous year levels until April
1992.

Another factor in the market area was a
significant increase in fares in 1992.
Real yield increased 9.3 percent while
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nominal yields increased 12.5 percent.
The increase in real yields was the
highest observed in any of the
international entities for the period
from 1969 to the present, This
increase in yield is largely due to the
absence of Pan American, which had been
offering deep discount fares in the
market.

LATIN AMERICA ROUTE DEPARTURES
FISCAL YEAR 1982
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Latin American ASMs (29.4 billion)
showed virtually no change in fiscal
year 1992, Load factor decreased
4 points to 58.3 percent.

Pacific Routes

Passenger traffic to Pacific desti-
nations increased for the eleventh con-
secutive year in 1992, Over this 11-
year period, RPMs and passenger en-
planements have more than quadrupled,
each increasing at an average annual
rate of 14 percent.

Demand to Pacific destinations remained
strong in 1992, with RPMs and
enplanements both increasing
approximately 11 percent. The increase
came despite only moderate growth in
the Japanese economy, It was aided by
a 0.8 percent decrease in real yield
(nominal 2.2 percent increase).

Capacity on the transpacific routes
increased only 8.0 percent in 1992 and

II11-13

PACIFIC ROUTE RPMs AND ENPLANEMENTS
FISCAL YEAR 1992
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load factor increased 2 points to
68.6 percent. This 1load factor Iis
about the average for the last 6 years,
and it appears that the high load
factor has become a permanent part of
this market. In the 6 years ending in
1983 the 1load factor averaged only
60.6 percent. The market has become a
highly discounted market in the recent
past, and needs a high load factor to
be profitable.

PAGIFIC ROUTE ASMs
FISCAL YEAR 19892
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Again in this market area we note a
pattern of significant increases 1in
departures, capacity, and traffic in
the period of February and March 1992,
which represents a rebound from the
deepest declines caused by the Gulf War
of the previous year.

PACIFIC ROUTE DEPARTURES
FISCAL YEAR 1992
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NONSCHEDULED
TRAFFIC AND CAPACITY

The number of nonscheduled (charter)
passengers flying on U.S. commercial
air carriers declined by 6.3 percent in
fiscal year 1992, to a total of
8.7 million. Domestic enplanements
(5.1 million) increased by 2.1 percent,
while international enplanements
(3.5 million) decreased 16.4 percent,

Nonscheduled revenue passenger miles
decreased 12.7 percent in fiscal year
1992, to 14.0 billion. Domestic pas-
senger miles (5.1 billion) were down
6.2 percent, while international pas-
senger miles (8.0 billion) decreased by
24.3 percent. It should be noted,
however, that the 1991 figures were
inflated by the large numbers of troops
transported between the United States
and the Middle East on civil aircraft.

Nonscheduled available seat miles
(18.5 billion) decreased 23.5 percent.
This decline is considerably greater

III-15

than for revenue passenger miles,
resulting Iin considerably higher locad
factors. Nonscheduled 1load factor
increased to 75.7 percent from
66.3 percent in fiscal year 1991,

Historical (1982-1992) nonscheduled
traffic (RPMs and enplanements), capac-
ity (ASMs), and load factor statistics
may be found in Appendix C.

AIR CARGO TRAFFIC

Alr cargo revenue ton miles (RTMs)
flown by U.S. air carriers reporting on
RSPA Form 41 totaled 16.5 billion in
fiscal year 1992, up from 16.3 billion
in 1991. This included an increase of
2 tenths of 1 percent in system
freight/express RTMs (14.4 billion) and
an increase of 6.9 percent in mail RTMs
(2.1 billion).

Domestic freight/express ton miles
(7.7 billion) increased by 3.6 percent
in fiscal year 1992, while interna-
tional freight/express RTMs (6.7 bil-
lion) decreased by 3.5 percent.
International RTMs in 1991 were higher,
in part as the result of the movement
of military supplies between the
United States and the Middle East.

Domestic mail RTMs (1.6 billion)
increased by 9.8 percent and interna-
tional mail RTMs (0.5 billion) declined
by 1.6 percent in fiscal year 1992.

Historical (1982-1992) domestic and in-
ternational air cargo statistics may be
found in Appendix D.
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FORECAST
ASSUMPTIONS

The baseline forecasts of commercial
air carrier traffic and activity during
the next 12-year period (1993 to 2004)
are made against a complex background.
The economy 1is expected to enter an
extended period of moderate expansion.
Chapter 11 discusses the econonic
assumptions in detail.

An important assumption is that the
economic recovery, while not robust,
will restore air traveler consumer
confidence, in both business and
leisure travel markets. The recent
recession affected air travel more than
one might have expected, in large
measure because business travel budgets
were trimmed as a cost-cutting measure.
We anticipate that this was a short-
term adjustment and not a permanent
shift in business travel demand.

On the leisure travel side, a high
proportion of those who lost jobs were
in the professional ranks. The
confidence of those who tend to be air
travelers--primarily the professional
"white collar" workers--was greatly
affected. For most of the year,
persons in this consumer category
withdrew in significant numbers from
the air market. The perception was
that if a job was lost by a neighbor,
friend or relative, it could be lost by
any person in the neighborhood, circle
or family. Therefore everyone spent
cautiously. This resulted in extremely
low levels of consumer confidence.

The forecast also assumes that while
the industry will continue to
consolidate into a smaller number of
air carriers, competitive forces will
remain strong. The extent and speed of
industry consolidation will depend, in
part, on the timing and strength of
airline industry recovery. A pro-
longed continuation of the current
slowdown in U.S. economic growth could

result in the loss of one or more of
the carriers currently operating under
Chapter 11 bankruptcy protection. A
stronger than expected economic
recovery in 1993 and 1994 could breathe
new life into some of the financially
weaker carriers, thus slowing industry
consolidation.

Continued consolidation of the U.S.
commercial aviation industry, however,
does not preclude the emergence of new
low-cost airlines seeking to establish
a market niche for themselve:--such as
Air Reno. The current favorable market
for used aircraft actually facilitates
this kind of entry. However, such
carriers are expected to be relatively
few in number. In any case, present
low-cost carriers, such as Southwest,
will continue to exert an important
competitive force in the market,

The industry is expected to continue
toward globalization, despite a recent
setback to this trend. In December
1992, British Airways pulled out of a
proposal to take a substantial equity
stake in USAir. The proposed deal was
opposed by many carriers, and such
opposition will presumably occur with
any major globalization proposal, since
the stakes are high. The international
market is highly complex, and major
deals seem to inevitably involve issues
of bilateral fairness. Globalization
will obviously not come easy, but it
will come,

Existing arrangements, such as the
association between Northwest and KIM,
became stronger in 1992 New
assocliations, such as that proposed
involving Continental and Air Canada,
are currently pending approval.
Whether this agreement is approved or
not, we expect that each of the large
u.s. air carriers will become
increasingly global in scope.

Stronger alliances will take shape and
may be in the form of cooperative
marketing agreements, including joint
flights, shared frequent flyer
programs, and/or schedule coordination
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to feed one carrier’s passengers into
the other carrier’s hub system.

If there is increased industry consoli-
dation, it will result in the merger
and/or liquidation of a number of the
financially weaker carriers, carriers
that have been recent leaders in the
promotion of deep discounted fares.
Even if more consolidation occurs, the
surviving carriers are expected to
remain competitive and to continue to
experiment with methods to stimulate
travel markets, either through the use
of innovative discount fares or through
other travel incentives.

In the last year there was little mnew
hub development in the industry and
there were some hub reductions. 1In the
immediate short term, air carriers are
likely to slow the expansion of their
present domestic hub systems or delay
the development of new hubs at medium
and small airports. It is notable that
one of the most profitable airlines in
recent years has been Southwest
Airlines, a carrier that 1is fully
committed to point-to-point service,
rather than hub service. If more
carriers turn to this approach, there
could be less emphasis on new hub
development in the future.

JET FUEL PRICES

While jet fuel prices created havoc in
the aviation industry in fiscal year
1991, the availability and supply of
fuel was not a severe concern in 1992.
During fiscal year 1992, prices
generally declined, as stabiliity
returned to the jet fuel market. Fuel
costs averaged 64.5 cents a gallon in
fiscal year 1992, with the average
62.7 cents for the domestic purchases
and 69.6 cents for international. The
system price was 18.8 percent lower
than the average paid in 1991.

Jet fuel prices have a major impact on
air carrier financial performance.
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DOMESTIC JET FUEL PRICES
FISCAL YEAR 1991/1992 (CURRENT §)
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When jet fuel prices reached a peak
during the third quarter of 1981 ($1.09
per gallon), fuel costs accounted for
over 31.0 percent of U.S. air carrier
operating costs. However, by the
second quarter of 1989, jet fuel costs
as a percentage of total operating
costs had declined to only 13.7 per-
cent. The run-up in oil prices during
the first quarter of fiscal year 1991
(October to December) increased this
percentage to 23.0 percent. The de-
cline in oil prices since November 1990
reduced this percentage to more
reasonable levels, and in 1992 they

INTERNATIONAL JET FUEL PRICES
FISCAL YEAR 1991/19092 (CURRENT §)
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were 12.8 percent of total operating

costs. Barring any unforeseen fuel
supply disruptions or major new oil
discoveries, jet fuel —costs are

expected to iIncrease only gradually
over the 12-year forecast period.
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System jet fuel current dollar costs
are expected to increase to 65.3 cents
per gallon in 1993, up 1.2 percent,
then to 67.8 cents 1in 1994, up
3.9 percent. By 2004, system jet fuel
in current dollars is expected to be
$1.096 a gallon, an average annual
percent change during the forecast
period of 4.5 percent.

PASSENGER YIELDS

There has been a long downward trend in
airline passenger yields over the
modern history of transportation. 1In
terms of real yield (discounting fares
for inflation), fares in the years 1969
to 1971 averaged a little over 20 cents
per passenger mile (1992 dollars).
There has been a steady decrease in
real yield over the years, with the
causes of the decrease changing, but
always with the result that fares have
trended downward.

In the 1970s the dominant reason for
the decrease was probably the
introduction of large numbers of more
efficient jet aircraft into the fleets
operated by air carriers. In the 1980s
the continued decrease was fueled in
part by the deflationary impact
deregulation had on the industry. Not
only were airlines able to rationalize
their route structures, but some labor
costs decreased. In the last several
years, financial weakness in the
industry, coupled with high levels of
capacity relative to demand, brought
about intense fare competition.

We believe that the future will not see
a continuation of the rapid decline in
real vyields. The 1industry can not
continue with 1large 1losses, which
result from the negative spread between
breakeven costs and actual revenues.
We believe that there is no new engine
on the horizon to fuel major decreases
in real yield, Therefore, real yields
should no longer decline significantly,
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and will better match real costs. Our
forecasts an~icipate moderate increases
in real yield in the domestic market
and very moderate decreases in real
yield in the international arena, where
competition 1is expected to force
additional efficiencies.

On a system basis, real yield |is
expected to increase 1.5 percent in
1993 to 1.8 cents per mile, while
nominal yield will increase 4.6 percent
to 13.2 cents per mile. In 1994, real
yield is forecast to decrease slightly
(down 0.2 percent), primarily as a
result of stable domestic fares.
Nominal yield increases 3.2 percent in
1994, to 13.6 cents per mile. On a
system basis, real yield is expected to
increase an average of 0.2 percent
during the forecast period. Nominal
yield in 2004 is expected to stand at
20.4 cents per mile, up an average of
4.1 percent per year.

Domestic
Passenger Yields

Domestic real yield 1is expected to
increase 2.4 percent in 1993. Some of
this increase is already in place, as
fare increases in the fall of 1992 have
taken hold in the system. Nominal
(current dollar) yield is expected to
increase 5.6 percent in 1993. This
increase is the largest in four years,
but comes on the heels of the large
real yield decrease in 1992 of
5.9 percent.

The yield change in 1992, comparing
quarterly changes in current dollar
yield, shows the important effect of
the fare wars during the peak third
quarter of the calendar year. Yield
was down 11.5 percent during the
quarter.

The forecast assumes no repetition of
deep discount "fare wars” in the peak
season. There are two major factors
that have the potential to disrupt the
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short-term fare outlook for U.S. air
carriers: (1) the strength and timing
of the U.S. economic recovery, and
(2) the financial position of those
U.S. air carriers currently operating
under Chapter 11 bankruptcy. A slow
economic recovery could again pressure
the financially weaker carriers to
introduce deep discounted fares to
maintain cash flow.

Domestic real yield decreased
approximately 3.3 percent per year from
1982 to 1992, and approximately
1.3 percent per year in the decade
before that. In the pericd of this
forecast we project a moderate 2.4 per-
cent increase in real yield in 1993,
with no <change 1in the following
2 years. Thereafter, domestic real
yield 1is expected to increase an
average of 0.5 percent annually over
the balance of the forecast period.
Current dollar or nominal yields will
increase also, at an average of
4.5 percent per year during the
forecast period.

International
Passenger Yields

The setting of 1international fare
levels differs from the domestic pro-
cess in that many international fares
must meet International Air Transport
Assocjiation (IATA) guidelines and/or
approval by foreign governments.
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There has been a long-term decrease in
international real yield similar to
that in the domestic industry (and for
largely similar reasons). Real
international yield has decreased an
average of 2 percent per year from 1982
to 1992, and an average of 1.5 percent
per year i